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The Honorable George E. Brown, Jr.
The Honorable Pat Roberts
House of Representatives

In response to your September 22, 1983, request and subse-
gquent discussions and agreements with your offices, we have
reviewed several aspects of the Department of Agriculture's
(USDA's) 1983 Payment~in-Kind (PIK) program. Your concerns
addressed a variety of issues focusing on the costs, benefits, and
key provisions of the program,

USDA announced the PIK program in January 1983 in response to
trends that had been evolving in the agricultural sector of the
economy since 1980. These trends, which included record harvests
and decreased domestic and foreign demand for agricultural commod-
ities, resulted in depressed commodity prices, decreased farm in-
come, and a large buildup of commodity inventories--specifically,
corn, grain sorghum, wheat, rice, and cotton.

Like earlier programs aimed at reducing production by induc-
ing farmers to idle cropland, the PIK program paid farmers not to
grow certain crops--corn, grain sorghum, wheat, rice, and cotton.
However, unlike earlier programs, PIK paid farmers in crops in-
stead of in cash. Accordingly, farmers who chose to participate
in the program were paid a prescribed percentage of crops they
would otherwise have grown. The principal reasons USDA opted for
a PIK program instead of a more traditional cash payment program
were because USDA believed (1) it permitted them to utilize the
large accumulations of government- and producer-owned commodity
inventories, (2) the $50,000 payment limitation that applied to
cash payments did not apply to PIK payments, and (3) it minimized
the budget outlays that would have been necessary if direct cash
payments were made. USDA's Agricultural Stabilization and
Conservation Service (ASCS) administered the PIK program.

Since its announcement, the PIK program has been the subject
of a great deal of controversy and debate within the agricultural
community, the Congress, and the media. Proponents of the program
maintain, among other things, that it is one of the most success-
ful production control programs ever. Its opponents contend that
PIK was an overly generous and expensive means of controlling pro-
duction and question its impact on the supplies of the commodities
covered by the program.
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Originally, USDA anticipated that a PIK program would be
needed for 2 years--1983 and 1984--for all five crops. However,
when a large sign-up for the 1983 program and a 1983 summer
drought resulted in reduced commodity supplies, USDA decided to
reduce the scope of the 1984 PIK program to include only wheat.

Each of the issues you were concerned about and our approach
in responding to them were discussed with your offices and
described in letters to you dated March 20, 1984. In summary, you
requested that we respond to seven questions involving

-—the cost of the PIK program;

~-the distribution of PIK payments by farm size and type of
recipient (individual or organization);

--farmer participation rates for the PIK program, versus
earlier USDA production control programs;

--the whole-base bid portion of the PIK program, which per-
mitted farmers of wheat, corn, grain sorghum, and cotton to
take their entire base acreagel out of production;

~--the program's impact on so0oil and water conservation;

--the adequacy of available commodity stocks to meet payment
requirements; and

--the method used by USDA to establish PIK payment rates and
other key program provisions.

Brief summaries of our responses to each of your concerns
follow, and our detailed responses appear in appendixes II through
VIIT.

COST OF THE 1983 PIK PROGRAM
COULD BE AS MUCH AS $10.9 BILLION

We estimate that the cost of the 1983 PIK program was between
$9.8 billion and $10.9 billion. Nearly all of the costs of the
PIK program--$9.1 billion, or between 83 percent and 93 percent of
the cost--represent government- and producer-owned commodities of
corn, grain sorghum, wheat, rice, and cotton that were used as
payments to participating farmers.

To determine the cost of the 1983 PIK program, we reviewed
available budget data to identify each of the cost elements

1Essentially, base acres are the amount of land ASCS recognizes
that a farmer historically plants for crops under its various
farm programs.
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included in the program and determined the cost of each element to
the federal government. The cost elements identified include the
commodities used for PIK payments, related storage costs, cash
payments--called diversion payments--made to farmers for taking
land out of production as a prerequisite for participation in the
PIK program, commodity distribution costs, interest, and miscel-
laneous costs. Our figures are estimated because final PIK data
are not yet available. However, USDA expects any subsequent
changes to be minimal. A cost range is presented because two ele-
ments used in determining PIK costs--storage costs and interest
costs—--can vary, depending on the assumptions that are used in
computing their costs.

Our estimate of the largest cost element, the commodities
used to make PIK payments, is based on USDA's estimate of quanti-
ties needed to satisfy PIK obligations to participating farmers.
We priced these quantities at their cost to the government, which
varied depending on the source used to fulfill the obligation.

DISTRIBUTION OF PIK PAYMENTS

To determine the distribution of PIK payments, we evaluated
the PIK payments received by program participants by size and type
of farm. In doing this, we categorized the payments by farm size
and type of farm ownership for each of the five PIK commodities.
The types of ownership were further categorized by either indivi-
dual or business, such as partnerships and corporations. At the
time of our analysis, actual data on PIK payments were 96 percent
complete, which was sufficient to permit us to make an overall
analysis of PIK payment recipients.

The data showed that about 1.031 million farms owned by about
832,000 producers received PIK payments totaling about $8.8 bil-
lion (about 96 percent of all PIK payments). Thirty percent of
the PIK payments went to farms having 200 or less acres of crop-
land. Similarly, 30 percent went to farms between 201 and 500
acres, and about 40 percent went to farms having more than 500
acres. Farms of 200 acres or less accounted for about 61 percent
of all farms, farms of 201 to 500 acres represented about 26
percent, and farms of more than 500 acres represented about 13
percent.

The data on PIK payments by type of farm ownership show that
about 777,000, or 14 times as many individuals received PIK pay-
ments as did organizations such as partnerships or corporations.
Further, on the basis of total payments of $8.8 billion, indi-
viduals received about $7.3 billion, or about 5 times as much as
organizations. Overall, individually owned farms received about
83 percent of all PIK payments. Regardless of type of ownership,
however, payments received by PIK participants were proportional
to the amount of land taken out of production.
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PARTICIPATION IN THE 1983 PIK
PROGRAM WAS HIGH, COMPARED WITH
PREVIOQUS PRODUCTION REDUCTION PROGRAMS

To assess changes in farm program participation rates, we
first reviewed the annual commodity program provisions for wheat,
corn, grain sorghum, cotton, and rice for crop years 1978 through
1983. We then identified the production control mechanisms used
during this time period and selected for review only those years
with programs requiring production controls as a condition for
receiving program benefits. We did this to assure some degree of
commonality among the farm programs. This provided a more valid
basis for comparing participation rates from 1 year to the next.
Using this approach, we analyzed farm program participation rates
for years 1978, 1979, 1982, and 1983. Crop years 1980 and 1981
were excluded from our analyses because no production control
programs were used in those years.

The specific provisions of a farm program vary by year and by
crop. In general, however, three major incentives have been used
by USDA to attract participation: deficiency payments, diversion
payments, and eligibility for loans. Deficiency payments are cash
payments made directly to participating farmers when a commodity's
market price is lower than a set target price which is established
by law. Diversion payments are cash or in-kind {(commodity) pay-
ments made to participating farmers at a specified cost for taking
prescribed percentages of their cropland out of production. 1In
addition to deficiency and diversion payments, participating
farmers are also eligible for loans made at established minimum
prices, which are in essence floor prices. Under the terms of a
loan, a participant agrees to store the commodity under loan and
either pay back the proceeds or forfeit the commodity to USDA when
the loan comes due. To become eligible for these benefits, farm-
ers can be required to withdraw a certain percentage of cropland
from production. Accordingly, the particular provisions in a
given farm program for a specified crop are primary factors in a
farmer's decision to participate.

Our review of national participation rates for all five PIK
commodities covered by farm programs going back to 1978 shows that
the rates varied from a low of 37 percent of all eligible acreage
being put into a farm program in 1982 to a high of 64 percent in
1983. Historically, participation was high when farmers received
direct payments for land that was taken out of production, as was
the case in 1983, or when farmers anticipated that deficiency pay-
ments would be substantial. When the reverse conditions were
true, as they were in 1982, participation was relatively low.

In addition, in formulating the PIK program, USDA made a
determination that had a significant impact on farmers' decisions
to participate in the 1983 program. Specifically, USDA determined
that the $50,000 payment limitation, which applied to payments
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made to farmers in 1983 as well as in prior years,2 did not apply
to PIK payments. According to USDA officials, this determination
was made because PIK payments were in commodities and not in cash.
Based on our analysis, estimates are that about 22 percent of all
the land taken out of production by farmers participating in the
PIK program was due to USDA's determination that the $50,000
payment limitation did not apply to PIK payments.

WHOLE-BASE PIK WAS MORE
COSTLY THAN REGULAR PIK

Two options were available to farmers wanting to participate
in the 1983 PIK program. One option--called regular PIK~--was to
place from 10 to 30 percent of a farm's base acreage into the PIK
program. Under this option a participating farmer was paid a
prescribed percentage of the commodity that normally would have
been grown on the PIK acres. For corn, grain sorghum, rice, and
cotton, farmers were paid at a rate of 80 percent of what they
otherwise would have grown. Wheat farmers were paid at a 95 per-
cent rate.

The second option allowed farmers to place their entire base
acreage into the PIK program. Under this second option--called
whole-base PIK--a farmer was not paid at a prescribed percentage
rate. Instead, farmers participating in the whole-base PIK pro-
gram submitted a bid to their local county ASCS office specifying
the percentage rate necessary for them to enroll in the program.
The ASCS offices selected the lowest bids-~not to exceed the rate
paid under the regular PIK program for the respective crops.

As agreed with your offices, we determined USDA's cost for
each acre of land taken out of production under the whole-base op-
tion versus what it would have cost under the regular PIK option.
That is, we determined if it would have been less costly for USDA
to reduce acreage under the whole-base PIK option or the regular
PIK option. We did an analysis for all crops as well as for each
individual crop.

Our analysis shows that, on the average, removing an acre
from production under the regular PIK option would have been less
costly-~$146.41--than under the whole-base option--$171.89. A
primary reason for the overall cost difference was that, under the
whole~-base PIK, USDA paid participants in commodities for each
acre of land taken out of production. However, under the regular
PIK program, USDA did not have to pay farmers for each acre taken
out of production. Under regular PIK, most participating farmers
were required to take a certain portion of their acreage out of
production without receiving direct payments from USDA as a pre-
requisite for participation in the regular PIK program. For

27he specific legal citation dealing with the payment limitation
is Section 1101 of the Agriculture and Food Act of 1981.
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instance, corn producers were required to take 10 percent of their
land acreage out of production without payment in order to par-
ticipate in the reqular PIK program. No similar prerequisite
existed for farmers participating in the whole-base aspect of the
PIK program.

Overall, the results of our analysis show a per-acre cost
difference of $25.48 for all PIK commodities. The specific cost
differences for each individual PIK commodity varied. On the low
end, USDA would have paid $4.55 per acre less for cotton under the
regular PIK option than it did under the whole-base bid option--
$191.57 per acre versus $196.12 per acre. On the high end, USDA
would have paid $40.73 per acre less for corn under the regular
PIK option than it did under whole-base PIK--$213.72 per acre
versus $172.99 per acre.

Our analysis of this issue focused on the per-acre costs for
the regular and whole-base components of the PIK program. We did
not, however, consider the impact that changing whole-base PIK
participants to regular PIK participants would have had on the
cost and effectiveness of the overall PIK program. In other
words, if there was no whole-base bid option but only a regular
PIK program, fewer acres would have been taken out of production
since no farmers would have been permitted to take their entire
base acreage out of production. This in turn would have affected
the cost and effectiveness of the overall PIK program.
Further, we did not consider what the economic impact of not
having a whole-base bid program would have on the agricultural
sector of the economy as a whole.

THE PIK PROGRAM ACCOUNTED FOR MOST
OF THE SOIL AND WATER CONSERVATION IN 1983

To provide information on the amount of soil and water con-
served as a result of the PIK program, we used information ob-
tained from an ongoing evaluation of this issue being done by
USDA's Economic Research Service (ERS). However, because final
data were not yet available on the number of acres devoted to con-
servation uses as a result of participation in the 1983 farm pro-
grams, the data from ERS are based on a statistical sampling of
farms. The error rates associated with the sampling plan that was
used are described in appendix VI.

The information we collected from ERS shows that participants
in the PIK program removed a total of about 67 million acres of
land from production in 1983. This acreage included the land
taken out of production only for PIK (48 million acres) as well as
land taken out of production as a prerequisite for participating
in the PIK program. And according to the provisions of the pro-
gram, all of the idled land had to be put into conservation use.
Recent ERS projections indicate that 93 percent of all soil
conserved on farms participating in USDA commodity programs during
1983, as well as 94 percent of all the water conserved, was
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attributable to the decreased planting that resulted from the PIK
program. Specifically, ERS estimated that 125.6 million tons of
soil and 12.2 million acre-feet3 of water were conserved by farms
participating in the 1983 PIK program.

Appendix VI contains more detailed information on the conser-
vation aspects of the PIK program. The appendix includes a fur-
ther discussion of (1) the program's impact on soil and water
conservation, (2) the conservation requirements for PIK partici-
pants, (3) how compliance with USDA conservation reguirements was
determined, and (4) the extent to which participating farmers com-
plied with the requirements. On this latter point, USDA's Inspec-
tor General has estimated that about 6 percent of the farms that
participated in the 1983 farm programs, including the PIK program,
did not comply with the required conservation practices.

USDA APPROACH IN MEETING ITS
PIK PAYMENT OBLIGATIONS

Our objective in responding to this issue was to evaluate
USDA's plans for assuring that adequate commodity stocks were
available to meet its PIK payment obligations. To do this, we
obtained and analyzed USDA's commodity inventory reports for all
PIK commodities for the period October 29, 1982, when USDA began
considering the PIK program, through May 27, 1983, when it dis-
continued the reports. The commodity inventory reports provided
management with weekly updates of changes in the amount of com-
modities owned by or under loan to the government. We compared
the reports of available inventory to USDA's estimates of partici-
pation in the PIK program. The participation estimates provided
management with indications of what its total PIK payment obliga-
tions would be. We also obtained and analyzed the proposals,
working papers, and supporting documents prepared by USDA's staff,
identifying options available to USDA in meeting its PIK obliga-
tions. In addition, we interviewed officials responsible for
developing the PIK program in ASCS, ERS, and the Office of the
Secretary to obtain their views and the rationales behind some of
the program decisions that were made.

Overall, we found that the information available at the time
supported USDA's decisions. Specifically, we found that the level
of participation in the PIK program significantly exceeded USDA's
original expectations but that USDA had a contingency plan that
enabled it to meet its PIK payment obligations. 1Initially, USDA
anticipated that PIK would remove about 25.5 million acres from
production. As it turned out, the original estimate was a little

3An acre-foot is a measurement of water volume equal to the
amount of water needed to cover 1 acre of land, 1 foot in depth
(about 43,560 cubic feet).
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more than half of the 47 million acres4 USDA later estimated that
PIK actually removed from production, and USDA's PIK payment
obligations were about twice the original estimates. As a result,
USDA underestimated the amount of commodities needed to meet PIK
payment obligations by 1.26 billion bushels of wheat, corn, and
grain sorghum and 1.80 billion pounds of rice and cotton. We
found that USDA provided for such a contingency and, in the final
analysis, was able to meet its payment obligations primarily by
purchasing additional commodities from farmers.

PIK'S KEY PROGRAM PROVISIONS
WERE DESIGNED TO ENCOURAGE PARTICIPATION

For the regular PIK program, the exact amount of commodities
paid to each farmer was determined by a prescribed payment rate.
The payment rate was expressed as a percentage of the crops that
would otherwise have been planted and harvested on each acre of
land taken out of production to meet PIK requirements. The pay-
ment rates for the regular PIK program were set at 80 percent for
all crops except wheat, for which the rate was set at 95 percent.
As previously stated, the payment rates for farmers participating
in the whole-base component of the PIK program were not predeter-
mined but were set at whatever a farmer bid, up to the payment
rates established for the regular PIK program. In response to
your request, we reviewed the basis for the regular PIK payment
rates that were used by USDA and the basis for USDA's decision to
include a whole-base PIK component in the 1983 PIK program.

We found that USDA set the payment rates for the regular PIK
program at a level that, on average, made it more financially
attractive for a farmer to participate in the regular PIK program
than not to participate. This was true for each PIK commodity ex-
cept wheat, for which many producers had already incurred planting
costs prior to participating in the PIK program. Accordingly, the
additional costs made PIK relatively less attractive to wheat pro-
ducers compared with the other PIK commodities.

Further, in reviewing the justification for the whole-base
bid component of the program, we found that, according to USDA
officials, they did not analyze the additional cost of the whole-~-
base PIK program. According to the officials who designed the
program, cost was a secondary concern; USDA's overall objective
was reducing production.

However, because no specific objectives were established for
the level of participation and production control that USDA wanted
the PIK program to achieve, no bench marks or criteria exist that
can be used in determining whether the PIK payment rates were

4The 47-million-acre figure is an estimate based on data available
to USDA as of March 22, 1983. More recent analysis shows that
this figure was about 48.3 million acres.
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reasonable or whether the whole-base PIK portion of the program
was justified. Accordingly, no judgment could be made, for
instance, on whether the payment rates were too high or not high
enough or whether the whole-base bid program was needed to
accomplish USDA's production control objectives.

In addition to the concerns already discussed, you asked us
to respond to two other issues, one dealing with the PIK program's
impact on the amount of base acres that can be placed in USDA's
programs by individual farmers and the other dealing with ASCS'
computer and record-keeping capabilities to determine what, if
anything, could be done to streamline information processing and
dissemination for farm programs like PIK. As agreed with your
offices, these latter two issues are not addressed in this report.
We agreed to include the results of work on the base acres issue
in a separate report. We also agreed that, since ASCS is now in
the process of automating its information-processing activities at
state and county offices, it would be premature for us to conduct
a review until the new information-processing system is operating.

We made our review at USDA headquarters in Washington, D.C.,
and ASCS' Commodity Office in Kansas City, Missouri. At these
locations we interviewed key officials and reviewed pertinent
regulations, procedures, reports, and other documents, including
reports by USDA's Inspector General.

The large volume of data that needed to be analyzed in order
to respond to your concerns required us to rely heavily on the
automated data files maintained by USDA's Kansas City office. We
reviewed USDA's automated data files for obvious errors. We were
dealing with national data in this review and did not perform
audit work at the county or state level to verify the accuracy of
the data put into USDA's data base.

Further, because not all of the data on the PIK program were
available at the time of our review, we based our review on USDA's
latest available data from July 27, 1984. At that time, the data
were about 96 percent complete. For purposes of our review, this
was sufficient for assessing and making overall observations about
the development and results of the program.

Except for not verifying the reliability of the data in
USDA's automated files, our review was done in accordance with
generally accepted government auditing standards. Appendix I con-
tains a more detailed description of our objectives, scope, and
methodology.

AGENCY COMMENTS AND
OUR EVALUATION

The Assistant Secretary for Economics, ASCS, ERS, and the
Soil Conservation Service (SCS) commented on this report. For the
most part the comments from the Assistant Secretary, ASCS, and ERS
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questioned our estimates of the cost of the 1983 PIK program. The
comments offered by SCS suggested clarifications to the section of
the report dealing with the program's conservation aspects.

Essentially, the major comment dealing with the cost of the
PIK program noted that we presented a one-sided picture of the
program because the report does not acknowledge that the program
accomplished one of its stated goals of minimizing budget out-
lays. According to the Assistant Secretary for Economics, this
portrayal tends to support the popular misconception that the PIK
program was a budget buster and a major factor in the fiscal year
1983 budget outlays of $18.9 billion for the Commodity Credit
Corporation (CCC).

The observation that our report does not acknowledge that the
PIK program minimized budget outlays is correct. The reason for
this is that in establishing the objective of minimizing govern-
ment farm program budget outlays, USDA said it would take several
years for budgetary savings to be realized. USDA expected that
the full impact of the PIK program on commodity prices and, in
turn, on USDA price and income support payments would not be known
until about 1986. Accordingly, it was necessary for USDA to
project the impact of the PIK program on budget outlays. It did
this by making certain assumptions which could have a major impact
on farm program budget outlays but which were difficult to predict
through 1986. These assumptions included (1) weather conditions,
which have a direct impact on crop production, (2) domestic and
foreign demand for domestic agricultural products, (3) foreign
production of commodities and (4) the strength or weakness of the
dollar. Since USDA established its objective of minimizing budget
outlays in 1983, a major drought has occurred, foreign demand for
domestic agricultural products has declined, and the value of the
dollar has risen dramatically relative to other currencies.
Because USDA's budget outlay estimates did not include these fac-
tors, we cannot determine whether or not the PIK program will, in
fact, minimize budget outlays. Consequently, we did not acknow-
ledge it in the report.

Regarding the Assistant Secretary's observation that our
analysis supports the popular misconception that the PIK program
was a budget buster, our only comment is that the intent of the
report is to provide our estimate of the total cost of the 1983
PIK program. Whether the program was a budget buster is a
judgment we do not want to imply or make.

In questioning some of the components of our PIK cost
estimates, comments by USDA's Assistant Secretary for Economics
suggested that our estimate did not fully consider all the factors
that come into play. However, his comments did not question our
estimates of the cost of the commodities used in making PIK

10
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payments, which represent between 83 and 93 percent of the total
cost. The Assistant Secretary's comments dealt with the other
relatively less significant components of our estimate. These
comments and our responses to them are on pages 36 through 39 of
appendix II.

As arranged with your offices, unless you publicly announce
its contents earlier, we do not plan to distribute this report
further until 7 days from its issue date. At that time, we will
send copies to interested parties and make copies available to

others upon reguest.

J. Dexter Peach
Director

11
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APPENDIX I APPENDIX I

BACKGROUND ON THE DEPARTMENT OF AGRICULTURE'S

1983 PAYMENT-IN-KIND (PIK) PROGRAM

Historically, the U.S. Department of Agriculture (USDA) has
used a number of production adjustment mechanisms to take cropland
out of production. These mechanisms, collectively called farm
programs, are designed to help stabilize and enhance commodity
prices and farm incomes. However, trends began to evolve in 1980
and continued into 1983--such as record U.S. harvests and
decreased domestic and foreign demand--that made these traditional
farm programs ineffective and costly in controlling surplus agri-
cultural commodities. Between 1980 and 1983, it was estimated
that farm program payments would increase sevenfold. As a result,
USDA announced a 1983 Payment-in-Kind (PIK)} program on January 11,
1983, that covered five crops--corn, grain sorghum, wheat, rice,
and cotton. Under PIK, farmers were paid in commodities, rather
than in cash, to idle cropland and reduce production of surplus
commodities. Although the PIK program supplemented existing pro-
duction adjustment programs, its use of commodity payments instead
of cash payments marked a fundamental change in the administration
of farm programs over those of the previous 2 decades.

Since its announcement, the PIK program has been the subject
of a great deal of controversy and debate within the agricultural
community, the Congress, and the media. Provonents of the program
maintain, among other things, that it has been one of the most
successful production control programs ever, attracting about 48
million of the approximately 212 million acres that were expected
to be planted with the commodities covered by the PIK program.
Opponents of the PIK program contend that it was an overly gener-
ous and expensive means of controlling production and questioned
its impact on the supplies of commodities covered by the program.

HOW FARM PROGRAMS ARE ADMINISTERED

USDA's farm programs are administered through the Commodity
Credit Corporation (CCC). CCC is a government owned and operated
corporation created in 1933 to stabilize, enhance, support, and
protect farm income and prices; to assist in maintaining balanced
and adequate supplies of agricultural commodities; and to facili-
tate the orderly distribution of these commodities. CCC also
encourages farmers to store designated commodities when stock
levels are higher than needed to meet domestic and foreign
demand. CCC has no operating personnel of its own. TIts programs
are carried out primarily through the Agricultural Stablization
and Conservation Service's (ASCS') personnel and facilities.

ASCS has its headquarters in Washington, D.C. It also has
offices in each state and in the Commonwealth of Puerto Rico, as
well as in most counties throughout the country. FEach state and
county office has a commmittee that directs its activities. The
county committees, which administer local operations, are composed
of three producers elected by the farmers in each county and the
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county agricultural extension agent, who is an ex officio member
of the committee. They make local program decisions and appoint a
county executive director (CED) who directs the county office
staff in handling the day-to-day administrative work. The state
committees are comprised of from three to five members appointed
by the Secretary of Agriculture and the state's director of
agricultural extension services.

USDA uses a number of farm programs to try to stabilize farm
commodity supplies, prices, and incomes. The Agriculture and Food
Act of 1981 (Public Law 97-98) authorizes acreage reduction pro-
grams for the 1982-85 crops of wheat, feed grains (including corn
and grain sorghum), cotton, and rice. These programs are the lat-
est in a long line of programs intended to adjust and control
production by inducing farmers to idle their cropland in time of
crop surpluses. For each of the commodities, the Secretary of
Agriculture provides for an acreage limitation program if the
Secretary determines that the total supply of the commodity will,
in the absence of such a program, likely be excessive. In making
the determination, the Secretary takes into account the need for
an adeguate amount of carryover stocks in order to maintain rea-
sonable and stable supplies and prices. The 1981 act also states
that whether or not an acreage reduction program for a particular
commodity is in effect, the Secretary may use a paid land diver-
sion program to pay farmers for diverting land from production if
such payments are necessary to assist in adjusting the total
acreage of a commodity to desirable levels.

Like an acreage reduction program, when farmers join paid
land diversion programs, they are required to take a certain per-
centage of their acreage from production. However, under a paid
land diversion program, unlike an acreage reduction program, the
farmers are paid a specified price, in cash, for the commodities
that they would have grown had they not participated in the paid
land diversion programs.

When acreage reduction programs or paid land diversion
programs are in effect and farmers choose to participate in them,
they are required to take prescribed amounts of acreage out of
production. In turn the farmers become eligible for farm program
benefits, including price-support loans and deficiency payments.
Price-support loans are loans made by USDA at established prices,
which are in essence floor prices, to farmers who agree to store
commodities, thereby keeping them off the market during periods of
excess supply to help stabilize prices. The farmer can either pay
back the 1loan with interest or forfeit the commodity to the gov-
ernment when the loan comes due. If forfeited, the government
takes possession of the commodity and it becomes part of CCC's
inventory. Deficiency payments are cash payments made directly to
farmers to supplement the farmer's income when a commodity's mar-
ket price is lower than a set or target price established by the
1981 act. Unlike paid land diversion payments, however, the
amount of deficiency payments for a participating farmer is not
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predetermined. 1Instead, the amount is based on the difference
between a commodity's market price and its target price.

In addition to authorizing the acreage reduction and paid
land diversion programs, the 1981 act contained a previously
established maximum payment limitation of $50,000 per year that a
producer could receive if he or she participated in any or all of
the farm programs that were in effect for any 1 year.

RECORD HARVESTS AND LOW COMMODITY PRICES
RESULTED IN A LARGE BUILDUP OF STOCKS

In 1980, trends began to evolve that prevented existing farm
programs from meeting their objectives of stabilizing and enhanc-
ing farm commodity prices and farm incomes. These trends included
record U.S. harvests and decreased domestic and foreign demand.
This resulted in low commodity prices for farmers, decreased farm
incomes, and a large buildup of commodity stocks placed under
price~support loans.

In 1981, U.S. farmers produced record levels of wheat and
corn and near-record levels of cotton. Both domestic and foreign
demand for these and other U.S. commodities weakened throughout
the marketing year, resulting in growing U.S. stock levels. 1In an
effort to reduce supplies, USDPA implemented acreage reduction pro-
grams for wheat, corn, grain sorghum, rice, and cotton in 1982.
Despite this effort to reduce the acres planted, U.S. farmers
increased their per acre crop yields and harvested even larger
crops of wheat and corn in 1982, The record production, plus the
1981 carryover in stocks, dramatically increased stock levels for
nearly all major commodities. Ry the end of the 1982 crop vyear,
ending rice stocks had quadrupled their level of 2 years earlier;
grain sorghum, corn, and cotton stocks had tripled; and wheat
stocks had increased about 60 percent. The combination of
increased stocks and low commodity prices resulted in large
increases in federal outlays for farm programs. 1In fiscal year
1980, federal outlays for farm programs were $2.7 billion; how-
ever, in fiscal year 1982, these outlays jumped to $11.6 billion--
over a fourfold increase.

The initial 1983 acreage reduction and paid land diversion
programs, which the Congress mandated in the Omnibus Budget
Reconciliation Act of 1982, were aimed at taking more land out of
production than in 1982, However, it became evident soon after
these programs were announced in the fall of 1982 that the adverse
agricultural trends would continue and federal outlays for farm
programs would continue to increase. Subsequently, USDA estimated
that fiscal year 1983 federal outlays would increase to $18.9 bil-
lion, a $7.3 billion increase over fiscal year 1982 and a seven-
fold increase since 1980. Because of this situation, USDA
reassessed the adequacy of its originally announced farm program
for 1983. The result was the announcement of a PIK program on
January 11, 1983, The PIK program supplemented the previously
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announced 1983 acreage reduction and paid land diversion pro-
grams. The PIK program did, however, mark a fundamental change in
the administration of farm programs over recent years' farm pro-
grams in that farmers were paid in commodities, rather than cash,
to idle acres and reduce production of surplus commodities.

USDA's decision to initiate a PIK program was guided by
several factors. 1In determining the final makeup of the 1983 farm
programs, USDA's major concern was how best to reduce production
and surplus stocks of wheat, corn, grain sorghum, rice, and cotton
without increasing farm budget outlays above the estimated record
level of about $19 billion already projected by USDA for fiscal
year 1983. 1In USDA's opinion, providing additional cash benefits
under the paid land diversion programs to increase producer par-
ticipation and reduce commodity production was unacceptable
because it would have increased 1983 budget outlays at a time when
budget deficits were already at high levels. 1In addition, it was
USDA's position that increased benefits under the paid land diver-
sion programs would not have dramatically increased the number of
acres needed in these programs because the $50,000 payment limita-
tion would limit participation by the large producers.

USDA selected the PIK program as a more attractive option
than the alternatives mentioned above for a number of reasons.
First, paying farmers in commodities for idling acres and reducing
1983 production would not significantly increase farm program
budget outlays in the near term. TIn addition, according to USDA's
Economic Research Service (ERS), another reason the PIK program
was used was because it would further lower program costs by
reducing the amount of deficiency payments USDA would have to make
for 1983 by raising market prices. The commodities used to make
payments would come from CCC-owned or producer~owned commodities
under price-support loans with CCC. Accordingly, no additional
cash outlays would be made for these commodities until later
years. Turther, by paying farmers in these commodities, the
surplus stocks would be reduced, and USDA's storage payments on
these commodities would also be reduced. Finally, it was USDA's
opinion that payments in commodities would not be subject to the
$50,000 payment limitation that individual producers could receive
because the payment limitation applied only to cash payments. As
a result, large producers, who did not usually participate in farm
programs, would participate in the PIK program, and this would
further reduce production.

The PIK option, once selected, supplemented the previously
announced acreage reduction and paid land diversion programs. To
participate in PIK, farmers had also to enrocll in these earlier
announced programs. Further, in order to receive program bene-
fits, the land taken out of production under any of the programs
had to be conserved in accordance with USDA guidelines. Together,
the PIK, acreage reduction, and paid land diversion programs were
to accomplish the following objectives:



APPENDIX I APPENDIX I

--Reduce production and commodity stocks.

--Minimize government farm program outlays.

--Help ease commodity storage problems.

—--Ensure adeguate supplies of commodities at all times.
~--Increase net cash farm income.

HOW THE PIK PROGRAM WORKED

Farmers participating in the program had two options of how
much land to remove from production. One option, termed regular
PIK, was to idle a portion--between 10 and 30 percent--of the
cropland or base acres. The other option, termed whole-base PIK,
was to idle all of the participants' base acres. (Essentially,
base acres are the amount of land USDA recognizes that a farmer
historically plants to crops under its farm programs.)

USDA initially designed the PIK program so that payments
could be made from two sources--from farmer-owned commodities held
by CCC as collateral against loans previously made and from inven-
tory owned by the CCC. 1If a participating farmer had one or more
outstanding loans with CCC, USDA forgave part or all of the loan
or loans (principal and interest) and the farmer retained the com-
modity used as loan collateral as his or her PIK payment. A
farmer who did not have an outstanding loan received a letter
entitling him or her to receive commodities in CCC inventory as
payment.,

ASCS' Kansas City office carried out the commodity operations
for the program. These operations consisted of acquiring, dis-
tributing, and allocating the needed commodities to local ASCS
county offices nation-wide. Each county office then issued
certificates to the county's participating farmers, enabling them
to receive their PIK commodities.

USDA did not have enough CCC-owned stocks of wheat, corn,
grain sorghum, and cotton available to pay farmers who did not
have outstanding loans. As a result, USDA had to acquire addi-
tional quantities. As provided in PIK procedures, USDA purchased
these additional quantities from farmers who had outstanding CCC
loans and who were not using the loan collateral for their own PIK
payments.

Even after purchasing these commodities, USDA did not have
enough wheat and cotton to meet all its PIK obligations. However,
USDA had established procedures, labeled "harvest for PIK," to
make up for these shortages. Under these procedures, USDA
required wheat and cotton farmers who were to receive their PIK
payments from CCC inventory and who had not enrolled their entire
wheat and cotton acreage in PIK to obtain CCC loans for their 1983

crops. The wheat or cotton under loan was then assigned to USDA
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as collateral, while the farmers received the loan proceeds. USDA
then forgave the loans, and the farmers retained the wheat or
cotton as their PIK payment.

OBJECTIVE, SCOPE, AND METHODOLOGY

Objective

As requested, our objective was to analyze seven aspects of
the 1983 PIK program. As a result of the questions raised in the
request letter and subsequent discussion with the requestors'
offices, it was agreed that we would analyze

~-—the cost of the PIK program (app. II):

~—the distribution of PIK payments by size of farm and type
of ownership--corporate, partnership, or individual
(app. III);

~-participation rates for the PIK program compared with
earlier USDA production control programs, going back to
1978, including an assessment of the reasons for any
changes in historical participation patterns (app. IV};

--the whole-base bid component of the PIK program (app. V);

--the PIK program's impact on soil and water conservation
(app. VI};

--the information available to USDA during development to the
PIK program on the adequacy of available commodity stocks
to meet payment requirements (app. VII); and

--the justification USDA used to establish the payment
rates and the whole-base bid component of the program
(app. VIII).

SCOEG

Our review was conducted at ASCS headquarters, Washington,
D.C., and its management office in Kansas City, Missouri, which
was responsible for much of the paperwork involved in conducting
the PIK program. In addition, we acquired information from and
interviewed officials of ERS, the Soil Conservation Service (SCS),
and 7 state and 185 county ASCS offices. Our contacts with USDA
officials went as high as the Deputy Assistant Secretary for
Economics, who played a principal role in the formulation of the
PIK program,

Further, we reviewed pertinent legislation, regulations, and
procedures governing farm programs in general and, more specifi-
cally, the PIK program. We coordinated our work with USDA's
Office of Inspector General (OIG) and identified and reviewed
relevant 0IG audit reports on or related to the PIK program. Our
review work began in October 1983 and ended in October 1984.

6
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Except for not verifying the reliability of the data in USDA's
automated files, our review was done in accordance with generally
accepted government auditing standards.

Methodology

A detailed explanation of our methodology on each of the
seven issues follows.

Cost of PIK program

To determine the cost of the 1983 PIK program, we reviewed
available budget data to identify each of the cost elements
included in the program and determined the cost of each element to
the federal government. Our estimate does not include costs to
consumers and businesses. The cost elements identified include
the commodities used for PIK payments, storage costs, diversion
payments, commodity distribution costs, interest, and miscellane-
ous costs. Further, our estimate represents the incremental cost
of the PIK program and does not reflect higher deficiency payments
that could have occurred under the originally announced programs
in 1983.

Our figures are estimated because final PIK payment obliga-
tions are not yet known and will not be until later this year.
The cost data associated with each element were based on USDA's
estimate of the PIK guantities needed to satisfy its payment obli-
gations to farmers as of September 30, 1984--the latest available
estimate-—-and the sources of the commodities USDA intended to use
to fulfill those obligations. USDA expects changes to the data
to be minimal.

We based our estimate of the largest cost element, the com-
modities used to make PIK payments, on USDA's estimate of gquanti-
ties needed to satisfy PIK obligations to participating farmers.
We priced these quantities at CCC's cost, which varied depending
on the source used to fulfill the obligation; that is, whether the
commodities came from outstanding loans, CCC inventory, purchases
of additional commodities from farmers with outstanding loans, or
"harvest for PIK."

The quantities needed for PIK are based on USDA's report of
total quantities needed as of September 30, 1984, plus USDA's
estimate of quantities needed to account for any differences
between the quality of commodities given to producers and the
quality required by the program. For example, producers entitled
to number 2 yellow corn in some cases were given number 3 or num-
ber 4 corn by CCC. 1In these cases, CCC had to make up for the
quality difference by giving the producers additional quantities
of corn.

An alternative method of valuing the PIK commodities could
have been at market values at the time the payments to farmers are
made. Although market values may reflect actual commodity values
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to farmers, determining these values would have been difficult,
first, because ascertaining when participating farmers actually
took possession of their PIK commodities was too time consuming
and, second, because market values vary in different geographical
areas. We based our methodology for determining the value of the
PIK commodities on what the commodities cost USDA, a figure more
representative of the federal government's cost in making PIK com-
modity payments to program participants.

We based our estimates of the amount of storage costs and
diversion payments for PIK commodities on the USDA-established
rates for these payments. The storage rates varied depending on
the source of commodities. The diversion rates varied by crop.

The distribution costs for PIK commodities were estimated
on the basis of USDA's data on the amount paid to private
commodity dealers to execute corn, grain sorghum, and wheat
exchanges with USDA in areas of the country where USDA did not
have sufficient commodities to pay farmers. Also, we obtained
USDA data on payments made to farmers eligible for transportation
assistance payments., USDA made these payments to farmers in
instances where USDA did not provide for PIK deliveries at the
agreed-upon locations.

The next cost element is the potential interest payments USDA
forgave because of PIK. Farmers who take out loans under the CCC
price-support program are generally charged interest on their
loans. For regular loans, interest is usually charged for the
entire %9-month loan period. For another category of loans called
reserve loans, which are issued for 3 years and can be extended
for an additional 2 years, interest is charged for only the first
year. When commodity prices are high, farmers would most likely
repay their loans, including interest, at or before the end of the
loan period so that they can retrieve their commodities and sell
them. When commodity prices are low, farmers tend to hold their
loans until maturity and to forfeit their loan collateral at that
time rather than pay off the loans. When loan collateral is for-
feited, the farmer is no longer responsible for paying either the
loan principal or accrued interest. Consequently, CCC receives no
interest from farmers on forfeited loans.

USDA met its PIK obligations to PIK participants who had
outstanding regular and reserve loans by forgiving their outstand-
ing loans in proportion to their PIK payments. In addition, USDA
purchased additional wheat, corn, grain sorghum, and cotton from
farmers with outstanding loans to meet its PIK obligations. USDA
paid the farmers for these additional purchases by forgiving the
farmers' outstanding loans. When it forgives loans, USDA forgoes
any opportunity to recapture the interest farmers owe on these
loans. Therefore, this forgiven interest income was considered a
PIK cost.

In determining the amount of loans with potential forgiven
interest, we used (1) the actual amount of the loans that were
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forgiven as a result of USDA's loan purchases and (2) an estimate
of the amount of loans to be forgiven to meet farmers' PIK pay-
ments from outstanding loans. To estimate the amount of these
loans, we determined the universe of outstanding loans, by year,
as of April 30, 1983, and then weighted the loans that would be
forgiven, by year, in the same proportion as that reflected in the
April 30, 1983, loan figures.

The interest rates we used in calculating the potential
interest forgiven were based on USDA's interest schedules, which
showed the various interest charges by crop year. For crop year
1976 through 1980 loans, the interest rate was fixed for the life
of the loan, and the interest rates tended to remain the same for
the entire crop year. Beginning with crop year 1981 loans dis-
bursed after January 1, 1981, variable monthly interest rates were
charged on the basis of the interest rates the U.S. Treasury
charged CCC during the month the loan was disbursed. 1In addition,
the interest rates on outstanding 1981 and subsequent crop year
loans is reviewed each January and increased or decreased to
reflect Treasury rates at that time. Because most outstanding
loans would carry the January rate, we based interest rates for
crop year 1981 and 1982 loans on the January interest rate the
U.S. Treasury charged CCC in the applicable year.

Since all regular loans except those for rice have a maturity
of 9 months, we calculated the potential interest forgiven on all
corn, grain sorghum, and wheat loans for a 9-month period.

Because 1980 and 1981 regular cotton loans have been extended and
continue to accrue interest, the potential interest forgiven on
these loans is based on 29 months for 1980 loans and 17 months for
1981 loans.! Since rice loans have a common maturity date of
April 30, and the majority of these loans are issued by October,
the potential interest forgiven was calculated for a 7-month per-
iod. The potential interest forgiven on reserve loans is based on
1 year. All interest rate calculations were based on simple, not
compounded, interest.

Distribution of PIK payments

To review the second issue, the distribution of PIK program
benefits, we evaluated the PIK payments received by program
participants by size and type of farm and determined whether the
payments received were proportional to the acreage taken out of
production,

We obtained data on the amount of PIK payments by farm size
and type of farm from USDA's 1983 Deficiency Farm Producer Master

1Regular 1980 cotton loans have since been extended for 8 and then
12 additional months. Regular 1981 cotton lcans have been ex-
tended an additional 8 months. Interest continues to accrue

during these extensions.
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File, which contains computer data on each farm enrolled in the

1983 PIK program. Once we determined the quantities of PIK pay-
ments, we valued these commodities at their cost to the federal

government. The following table specifies the rates we used in

valuing the commodities:

Unit Costs for PIK Commodities

Crop Unit Cost?a
Corn Bushel $2.86
Sorghum Bushel $2.92
Wheat Bushel $3.90
Rice Pound $0.08
Cotton Pound 50.54

AThe costs are based on our analysis of the cost of
the PIK program as discussed earlier in this
appendix.

We then categorized these payments by farm size and type of
farm ownership for each of the five PIK crops. The types of
ownership were categorized as either individual or businesses,
such as partnerships and corporations. On the basis of the data
used to analyze PIK payments by farm size, we also determined
whether PIXK payments received by various farm sizes were
proportional to the acres taken out of production for PIK. TI¢f the
program worked as it was designed to work, the amount of PIK
payments received by a farm or group of farms should have been
proportional to the amount of acres taken out of production.

As stated earlier, the PIK quantities for each farm were
determined from data contained in USDA's 1983 Deficiency Master
File in Kansas City, Missouri. The data in this portion of our
review were as of July 27, 1984, and were about 96 percent com-
plete. Since our purpose was to present overall data on the dis-
tribution of PIK payments to various farm sizes and types, we
believe the data, while not complete, are sufficient to present
the results of this analysis. More complete data would have added
months of work to our analvsis. We do not believe such a delay
was merited. Because of the time constraints of this review, and
because we were more concerned with overall national data than
with the accuracy of specific payments to specific producers, we
did not validate the accuracy of the data in the master file.
However, we did identify a number of errors in the data base owing
primarily to data entry errors. Although we eliminated some of
the most obvious errors, we did not attempt to correct all of
them. Nonetheless, on the basis of ocur review of the data, dis-
cussions with ASCS officials in Kansas City and Washington, D.C.,
and several data checks done by ASCS to validate the information
before it was entered into the file, we believe that the data are
indicative of the overall national conditions existing in 1983

10
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ring the PIK program. ASCS reviewed our methodology and sug-
ted some changes that were adopted prior to retrieving the

Review of participation rates

To assess changes in farm program participation rates, we
reviewed the annual commodity program provisions for wheat, covn,
grain sorghum, cotton, and rice for crop years 1978 through 1983.
We then identified the production control mechanisms used during
this time period and selected for review only those years with
programs requiring production controls as a condition for receiv-
ing program benefits. We did this to assure some degree of com-
monality among the farm programs. This provided a more valid
basis for comparing participation rates from 1 year to the next.
Using this approach we analyzed varticipation rates for farm
programs for years 1978, 1979, 1982, and 1983. Crop vears 1980
and 1981 were excluded from our analyses because no production

control programs were announced in those years.

To compare participation rates in the annual wheat, covn,
grain sorghum, cotton, and rice programs offered since 1978, we
defined participation as the acreage planted for a crop by program
participants expressed as a percentage of the total national acre-
age planted for the crop. We then determined participation rates
for each PIK commodity and prepared a national summary for all PIK
commodities for crop years 1978, 1979, 1982, and 1983,

To identify the reasons for variances in participation rates
in commodity programs administered since 1978, we interviewed
agency officials in ERS and ASCS to determine if they had prepared
any assessments of participation rates. We also conducted a
literature search and contacted farm industry groups to determine
i1f any published reports or studies have analyzed patterns in farm
program participation rates.

To provide further insight into the reasons for variance in
participation rates, we conducted a telephone survey of the county
executive directorsé in the two largest producing states for each
PIK commodity. We asked the CEDs about farm program provisions
that encouraged or discouraged participation in the 1982 and 1983
farm orograms, the effect of the annual $50,000 payment
limitation, and the waiver of that limitation for 1983 PIK pay-
ments. We also asked the CEDs for their assessment of the reasons
for different participation rates for wheat, corn, and grain sor-
ghum between 1978 and 1979. However, because the 1978 and 1979
rice and cotton programs were significantly different from those
for wheat, corn, and grain sorghum, we did not pursue them with
the CEDs. We did not include rice because the farm program fovr

2County executive directors are the top county ASCS officials.

11
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this commoditv was under n allotment gvstem where program nartic-
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ipation and benefits were limited to Farmers having a vrice allot-

ment from USDA. Cotton was excluded because there were no
specific production control requirements for those choosing to
participate in the program. We asked no questions about the 1980
or 1981 farm programs because neither was directed at reducing
production.

We used a judgmental process in selecting which CEDs we would
interview. We chose CEDs from the 20 top producing counties in
each of the two largest producing states for each of the five PIK
crops. One of these states, however, had only 17 rice and 8 cot-
ton-producing counties; thus, our coverage included only those 25

counties in that state. 1In total we oontacted 185 CFDs.

This selection process permitted us to obtain responses from
CEDs who, as a group, oversee farm programs at the local level
covering a large share of the total T.S. production, as shown
below:

Information on CEDs
Contacted by GAO

Percentage of 1981

Crop State U.S. production
Corn Tllinois 17.7
Iowa 21.4
Total 39.1
Grain Kansas 27.1
sorghum Texas 31.1
Total 58.2
Wheat Kansas 10.9
North Dakota 11.9
Total 22.8
Cotton California 22.7
Texas 36.3
Total 59.0
Rice Arkansas 38.1
California 22.4
Total 60.5

To assess the impact of the USDA's determination that the
$50,000 payment limitat